In this paper we discuss recent developments in the Finnish banking sector. Our specific aim is to examine whether and to what extent recent developments in Finland are broadly in line with the trends common to banking sectors in Europe and also worldwide.
1 Introduction A number of international and EU-wide trends have been identified, which are currently causing changes in EU banking systems . Among the most important of these trends are disintermediation, internationalization, increasing reliance of banks' operations on information technology, as well as heightened competition and structural changes in the form of increased conglomeration, mergers and acquisitions and bankassurance. The threats and opportunities to EU banking systems that come with the Economic and Monetary Union (EMU) have received considerable attention, as they are widely believed to reinforce several of the underlying trends that are causing changes in the national banking sectors. 1 Though identifying common trends can be useful in illustrating overall developments, there remain many sources of differences between EU countries, and even within countries 2 . In this paper, we consider recent developments in the Finnish banking sector. We ask in particular how the Finnish banking sector trends compare to certain common EU-wide banking trends in light of the recent developments.
If banks' operating environment is changing, this is a matter that they must face up to. However, it is not just that there are several forces driving industry developments; it is their combined multilaterally-reinforcing effect that is fundamentally changing the business of banking 3 . Technological progress is a prime example in this regard, as it complements most of the other trends, such as internationalization and new patterns of competition. In addition to responding to changes in their environment, banks also are actively impacting the future of the finance industry. Thus we cannot with certainty single out a single underlying trend that explains the data used to describe and evaluate recent developments in the Finnish banking sector. The purpose of the present paper is thus to examine whether recent developments in Finland are EURDGO\ in line with generally-cited banking trends. Among the areas considered are developments in the business operations of the Finnish banks, which should primarily be reflected in their financial accounts, as well as changes in the market structure of the banking industry and in competitive conditions. We also consider patterns in the adoption of new technology and developments in 'traditional' capacity measures.
The structure of the paper is as follows. Section 2 summarizes developments in Finnish banks' aggregate profitability and balance sheet and examines the extent to which these reflect the general patterns in banks' income, asset and liability structures that are frequently claimed to result from such trends as disintermediation, heightened competition and internationalization. This is followed in section 3 by a consideration of developments in market structure, banking capacity and banking technology. In section 4 we provide a series of tentative views on the short-and mid-term prospects for the Finnish banking sector.
1 See eg White (1998) , ECB (1999) or Koskenkylä (2000) . 2 For instance, in their study on disintermediation and the role of banks in Europe, Schmidt, Hackethal and Tyrell (1999) find that the financial systems of the three major European economies, France, Germany and the United Kingdom, are characterized by quite a few differing trends and seem not to be converging. 3 See Llewellyn (2000) .
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Banking Sector Profitability and Balance Sheet
In this section, we consider recent developments in Finnish banks' financial accounts. We attempt to interpret the data from the viewpoint of the often heard argument that deregulation, disintermediation, internationalization and adoption of new technologies should result, on the one hand, in fiercer competition and increasing efficiency. On the other hand, these trends should show up in one form or another in the structure of banks' balance sheets.
In what follows, we focus entirely on sector-level developments. Presently the Finnish banking sector is highly concentrated, as it consists of three major banks / banking groups, which account for about 90 % of the total assets and have a combined market share of over 85 % in loans and deposits. There are also smaller commercial banks, savings banks and branches of foreign institutions (see section 3.1 for a more detailed description of the structure of the sector).
2.1
Recent Developments in Key Profit and Loss Account Items
Income Structure
It has been argued that since banks are no longer monopoly suppliers of financial services, increasing competition between deposit banks, new competition from non-bank financial institutions and, more generally, a more FRQWHVWDEOH banking maket lead to lower intermediation margins and reduce banks' net interest income. 4 In responding to this, the banks are expected to shift to other sources of income, such as fees and commissions. Figures 1-10 in Appendix 3 describe recent developments in Finnish banks' key profit and loss account items and some of their determinants.
Figures 1 and 2 in Appendix 3 reveal that the income level and structure have been fairly stable throughout the 1990s. Net interest income has stabilized at a level of EUR 2 billion to EUR 2.3 billion and other income at a level of about EUR 1.4 billion (see table 1 in Appendix 2). The shares of net interest income and non-interest income in total income have been around 60 % and 40 % respectively. Why have these two income sources remained relatively stable?
Let us first consider interest rate margins (figure 3 in Appendix 3). The declining trend in the aggregate margin, ie the average gap between eurodenominated lending and deposit rates, is evident. It is however by no means attributable entirely, if at all, to increased competition. Rather, the margin seems to be correlated with market interest rates and hence reflects the fact that banks' lending rates are for the most part tied to short-term market rates or prime rates, whereas about half of deposit volume is subject to fixed rates. Evidence on inter-est rate linkages can be found in figures 4 and 5 in Appendix 3. Also the interest rate margins on new lending have narrowed, which might better reflect increased competition between the banks as well as from non-bank financial institutions and markets. That foreign branches operating in Finland have thus far generally charged lower interest rates is a potential source of pressure on the pricing policies of Finnish banks. It might also be a consequence of foreign banks focusing on better quality customers, or of a market structure characterized by vertical differentiation. The latter situation is said to prevail if the Finnish customers prefer domestic banks to foreign banks when charged the same interest rate. Figures 6 and 7 in Appendix 3 present Euro-denominated lending to the Finnish public by creditor and new lending to households by purpose. These figures suggest an explanation for the stability of interest income. The lending volumes for Finnish banks have increased since 1997 and have thereby contributed to interest income. Housing loans have been a particular source of lending growth. Recently households' lending growth has accelerated to 10 % to 15 %. Figure 6 in Apendix 3 also shows that domestic banks still are the dominant lenders in the Finnish economy. An additional underlying reason for interest income growth is the decline in non-performing loans since 1994. This has contributed positively to interest income despite narrowing lending margins.
As to non-interest income, a study by the ECB (1999) on EU banks' income structure reveals that for most of the 1990s, ie for the period 1993 -1998, Finnish banks' income from fees and commissions has on average accounted for 52 % of their non-interest income. The study also reveals that during 1980-1997 Finnish banks' non-interest income was quite stable (also in comparison to other EUcountries). The stability of non-interest income during the 1990s hides the fact that there have been some changes in the structure of non-interest income. At the beginning of the 1990s it was foreign exchange and securities trading that were the most important sources of non-interest income. However, for a year or two after the mid-1990s trading income, particularly capital gains from equities trading, was a major income contributing item. These developments followed mainly from the Finnish EU membership and the intention to join EMU as well as accelerating technological progress, which was reflected in the equity markets. Finally, most recent numbers suggest that fees and commissions from payments, asset management and other services have gained somewhat in relative importance.
Cost Structure and Efficiency
Another effect of the changing environment is that it is increasing the pressure to eliminate inefficiencies, cut costs and reduce overcapacity. Moreover, evidence presented in Koskenkylä (2000) suggests that country differences in efficiency are large. The severe banking crisis at the beginning of the 1990s forced the Finnish banks to restructure and to reduce costs and operating inefficiencies. In this subsection we consider the picture portrayed by recent Finnish data. Turning back to figure 1, we observe that the cost structure of Finnish banks experienced a major change in the 1990s and that the recent good financial results are largely attributable to reductions in loan losses and costs. Loan losses, which peaked in 1992, have steadily and dramatically declined since the crisis (figure 9 in Appendix 3), largely as a result of a steady decline in bankruptcies (figure 10 in Appendix 3). Loan losses have now largely disappeared. In fact, for some banks recoveries from loan losses have recently exceeded losses, and the improving trend has continued during the first half of 2000.
Large cost reductions have also been achieved. These probably reflect the halving of numbers of employees and branches, as compared to the early 1990s (see the next section). However, considering the argument that there currently is a strong impetus to cut costs because of intensified competition, it is of interest to observe that during the past three or four years there have been no major reductions in expenses. During 1996-1999, administrative expenses increased roughly from EUR 1.3 billion to EUR 1.6 billion whereas other operating expenses decreased from around EUR 0.6 billion to EUR 0.3 billion.
A widely used indicator of bank efficiency is the cost-to-income ratio. However, interpretation of the ratio is difficult since a decrease in it could reflect, among other things, higher operational risks rather than increased efficiency. Despite the deficiencies of the ratio as a measure of banking efficiency, we present in table 3 in Appendix 2 a set of traditional efficiency measures and consider whether they are broadly in line with increased efficiency in the Finnish banking sector.
As measured by the cost-to-income ratio, efficiency in the Finnish banking sector is good. The aggregate ratio has been under 60 % for the last couple of years. Improvements in efficiency reflect continuing reductions in loan losses and operating costs rather than improved income levels, which have been stable. Bank restructuring, rationalization and improved economic conditions are among the forces that have led to improvements in efficiency. Alternative efficiency measures (see table 3 in Appendix 2) portray by and large the same picture.
Profitability
It has long been argued that there are presently several factors putting downward pressure on deposit banks' intermediation profits, which are likely to cause a reversal in the postiive trend in profitability. However, there are still no signs that the turn is at hand for Finnish banks. Operating profit turned positive in 1996, and the upward trend has continued since then. By the end of the 1999 banks' aggregate operating profit was EUR 1.4 billion (incl. Nordbanken, EUR 2.2 billion; see figure 1). Table 2 in Appendix 2 presents some additional details on Finnish banks' financial results for 1993-1999, and their return on equity (ROE) can be found in figure 11 in Appendix 3. The latest results for the first half of 2000 show that profitability is still improving (see appendix 1). So far this year, rising market interest rates have widened the gap between average lending and deposit rates. ROE for the whole sector was a record high 29 % for the first half of 2000. Besides the growth in net interest income, improvements in profitability are based on increasing fee and commission income as well as further declines in loan losses.
Comparison with Other European Countries
Profitability for the Finnish banking sector is also good relative to other European countries (figure 12 in Appendix 3 and table 3 in Appendix 2). Since 1996 both ROE and ROA (return on assets) for the Finnish banking sector have been well above the weighted average for the euro area. Finnish banks' financial performance depends more on net interest income than is the case for banks in other European countries. Even though the role of fees and commissions has increased in Finnish banks' P&L accounts, it still lags clearly behind the level that is com-mon in the euro area. Furthermore, structural developments and consolidation seem to have increased banks' balance sheet related efficiency, contrary to the common European trend. While the aggregate ratio of operating income to total assets decreased from 2.7 in 1995 to 2.5 in 1999 for the euro area as a whole, it increased from 2.9 to 3.3 for Finland (see table 4 in Appendix 2).
Banking Sector Balance Sheet
In this section, we ask whether Finnish banks' balance sheet data shows signs of such trends as disintermediation and securitization. Specifically, it has been suggested that there is currently a changeover in progress from a bank-oriented to a market-oriented environment. Has the role of banks diminished in the financing of households or as a source of companies' external finance? In recent years European banks' trading activities have generally been on the increase (see eg ECB 2000) and this has been seen as a response by banks to disintermediation. Does this apply to Finland? As to the liability side, a common trend is that banks are increasingly competing with other financial intermediaries and non-financial intermediaries as a repository for savings. If that is the case, do the data support the view that the role of deposits as a source of bank funding is declining in importance? Moreover, it has been suggested that banks attempt to maintain their profitability by increasing their off-balance sheet activities. These activities have been growing in many EU countries. What is the situation regarding Finnish banks' off-balance sheet activities? To address these issues, we present table 5 in Appendix 2 and figures 14-17 in Appendix 3, which give a picture of recent developments in Finnish banks' aggregate on-and off-balance sheet items. Over the course of the 1990s the aggregate balance sheet for the Finnish banking sector did not show an increasing or decreasing trend (see figure 12 in Appendix 3). The banking sector shrank in terms of balance sheet total due to the banking crisis (Koskenkylä 1998) , and reached a minimum in 1996. After this, the total grew slightly, to EUR 117 billion in 1999. The size of the banking sector (again in terms of balance sheet total) relative to GDP has grown since 1996.
Even though the role of loans and deposits has remained central for banks, their importance in the overall economy, ie relative to GDP, diminished somewhat during the 1990s. With economic activity picking up in the latter part of the decade, loans have gained in relative importance. However the role of deposits seems to have continued on a declining trend, which reflects the ongoing diversification of the financial system (see figure 19 in Appendix 3). More generally, Finnish credit institutions' non-bank deposits as a percentage of GDP seem to be below the EU average (see table 7 in Appendix 2). Recently in Finland, the ratio of deposits to total financial assets has declined dramatically. Although bank deposits have increased somewhat, the increase in market capitalization of shares has been so overwhelming that it has undermined the role of deposits in particular (see figure 20 in Appendix 3).
The volume of aggregate off-balance sheet items decreased around the end of the 1990s. Particularly the role of derivatives contracts has diminished in recent years, from a total of EUR 628 billion in 1997 to EUR 163.5 billion in the first quarter of 2000. The declining trend derives from the fact that with the launch of the euro trade in interest derivatives such as FRAs, futures, IRSs and interest rate options moved from Helsinki to the Eurex in Frankfurt. As a result, the role of Finnish banks as market makers has diminished. The decline in the Finnish government's borrowing activity has also reduced trading activity in derivatives (see figure 17 in Appendix 3).
Assets
The banks' asset side seems to have undergone only minor structural changes since 1995 (figure 15 in Appendix 3). Among those changes are the banks' reduced holdings of debt securities and bills and the moderate expansion of the loan book relative to the balance sheet total. Neither of these changes lends pronounced support to the disintermediation trend. As in other European countries, the decrease in banks' holdings of debt securities is, at least to some extent, attributable to reduced government borrowing. It also reflects the fact that corporate bond markets are still relatively underdeveloped in Finland (see figure 23 in Appendix 3). Overall, banks are the major lenders to households in Finland, as well as being an important source of external finance to companies (figures 21 and 22 in Appendix 3). The banks' share of lending to households is still high, ie about 73 %.
It has been argued, and there is some evidence, that banks' domestic claims on nonfinancial corporations as a percentage of banks' total assets are decreasing in many EU countries. In Finland, quite the opposite seems to hold. For 1989-1999 the percentage was about 12 % on average. However, the latest figures, for 1998 and 1999, are 14 % and 15 % respectively.
Finnish banks' cross-border exposures have increased quite steadily since 1996 and amounted to EUR 32.6 billion at the end of 1999 (Financial Supervision Authority 1999). The largest exposures are to other EU and EMU countries and to the United States. The banks' exposures to Asia increased to EUR 2.3 billion in 1999. Among other things, this growth is related to financing Finnish companies' growing trade with Asia.
Liabilities
The structure of banks' liabilities reflects moderate changes in banks' funding behaviour (figure 16 in Appendix 3). For one thing, the relative importance of debt securities issued has increased slightly. For another, the deposit share of banks' liabilities has decreased. However, in absolute terms, the recent credit growth has been financed by collecting more deposits as well as by issuing debt securities to the public. Surprisingly, the deposit growth in absolute terms was close to 10 % in 1999, despite the increasing popularity of other savings instruments such as mutual funds, retirement schemes and life insurance.
Solvency and nonperforming loans
During the late 1990s there were no major changes in banks' aggregate capital adequacy. While the Finnish banks' risk-weighted assets have grown since 1995, their own funds have grown at a comparable rate. Capital adequacy increased to 11.7 % by the end of 1999 and has continued to rise in the early part of 2000 (see figure 8 in Appendix 3). After the first half of 2000 capital adequacy in the Finnish banking sector was 12.8 %. Figure 9 in Appendix 3 shows that banks' nonperforming loans have been decreasing since 1993. This probably reflects the favourable economic developments in Finland. On the other hand, banks have apparently learned from their experiences in the banking crisis and have applied strict lending terms despite increasing competition.
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Structural and Technological Developments
Structural Developments in the Banking Sector
After the liberalization of the Finnish financial markets in the late 1980s and the banking crisis of the early 1990s, the structure of the Finnish banking sector changed fundamentally (see figure 14 in Appendix 3). Presently the Finnish banking system is highly concentrated, and the three major banking groupsNordic Baltic Holding (Merita Bank plc), the OKOBANK Group with its 243 local cooperative banks and Leonia plc -dominate the market. The consolidation trend has continued since the banking crisis, which resulted in extensive bank reorganizations and reductions in overcapacity. The onset of Stage Three of EMU and rapid technological progress have more recently contributed to structural developments in the Finnish banking sector. In this sense, the consolidation trendtoward larger financial companies -that characterizes the European banking sectors has been present in Finland for a some time now. In recent years, foreign (particularly Swedish) banks have become increasingly active in Finland, albeit their market shares are still small. At present, there are five smaller commercial banks besides those associated with the three dominant banks/banking groups, 43 local cooperative banks, 39 savings banks, 15 Finnish branches of foreign credit institutions, and five Finnish representative offices of foreign credit institutions. In total, there are about 1,540 bank branches presently in Finland (see tables 8 and 9 in Appendix 2). Domestic commercial banks have a total of 17 foreign branches, subsidiaries and associate banks and 17 representative offices abroad.
Generally speaking, one could identify three phases in the Finnish consolidation trend: Finnish banks have consolidated primarily domestically, secondly across national borders and thirdly in the formation of financial conglomerates. Moreover, competition is becoming more important vis-à-vis foreign banks and non-banks. These developments are discussed next.
Developments in Market Structure
'RPHVWLF FRQVROLGDWLRQ has taken place in several steps, of which the most important ones are:
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• Merita Ltd came into being in 1995 as a result of the merger of KansallisOsake-Pankki and Union Bank of Finland, the two largest commercial banks.
• Another large domestic reorganization was implemented in 1997 when the state-owned Postipankki acquired Finnish Export Credit ltd. The operations of the two companies were pooled under a new holding company and the name of the group was later in 1998 changed to Leonia plc. In this connection, the name of Postipankki was changed to Leonia Bank plc and Finnish Export Credit eventually became Leonia Corporate Bank plc.
• The third large banking group was formed in July 1997 when the cooperative banks tightened solidified their relationship by creating an amalgamation of cooperative banks and when the OKOBANK Group Central Cooperative commenced operations. In this connection, certain cooperative banks decided not to participate in the amalgamation. They broke rank to establish a group of local cooperative banks, which presently consists of 43 local cooperative banks and Aktia Savings Bank ltd, which acts as the group's central financial institution. 1RQEDQN FRPSHWLWLRQ At present, there are three larger insurance groups besides the insurance firms associated with banking groups: Pohjola-group, Tapiola-group and Fennia-Group. 6 As mentioned, one of the largest insurance groups, Sampo-group, is going to form a financial conglomerate with Leonia. Traditionally the role of insurance companies has been significant in the Finnish lending markets. However, their share of total lending decreased during the 1990s (see eg figure 22 in Appendix 3). The life and pension insurance firms are becoming increasingly interested in competing for households' growing financial assets. This enhances competition in asset management-related services.
Although the mutual fund industry is growing rapidly, its role is still quite modest, as Finnish households have mainly invested directly in stocks. At the end of 1999, bank-controlled funds had in total a market share of about 70 %, with Merita Fund Management ltd being the market leader (source: Finnish Association of Mutual Funds).
As regards trading and asset management, the growth of online trading firms do pose a threat to deposit banks' retail trading business. There are now eight brokerages offering online trading services in Finland.
Payment systems service providers have not faced any significant non-bank competition, as banks have increased their cooperation eg with retailers, car brokers etc in order to serve customers on a larger scale. Finally, the role of finance companies in the loan market has remained subdued, nor has bond issuance yet gained popularity among Finnish corporations.
Market Shares
In recent times the dominance of the largest Finnish bank (Merita) has diminished somewhat as measured by market shares in loans and deposits (figures 24 and 25 in Appendix 3). Smaller banks, and particularly foreign banks, have increased their market shares. By the end of the 1999 the market shares of foreign banks had increased to 4.7 % and 1.7 % in the loan and deposit markets, and the trend is expected to continue. Deposit competition has remained moderate, partly due to the tax exemption of interest on deposits. As the tax exemption was abolished at the start of June 2000, competition in deposits is expected to intensify. 6 In Finland in spring 2000, there were 51 licensed Finnish insurance companies: 14 life insurers, 31 non-life insurers and re-insurers, and 6 employee pensions insurers.
Developments in Traditional Capacity Measures
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Despite discussions on excess capacity of banks' branch networks in Europe, no uniform trend of branch network reduction took place in Europe in the 1990s, as can be seen from figure 26 in Appendix 3. In several countries the number of branches has declined, eg in Belgium and Germany; but there are also examples of increased branch density, as in Ireland, Italy and, most notably, Portugal, where branch density doubled between 1990 and 1998. Overall branch density (weighted by GDP share) in euro countries remained exactly the same in 1998 as it was in 1990. The same holds for the United States, but there the number of branches per capita is only 50 % of the euro-area average. Compared to this relatively stagnant overall picture, the situation has been markedly different in Finland, where downsizing of bank branch networks has been both rapid and dramatic, as shown in figure 27 in Appendix 3. The total number of bank branches in Finland declined from 3,300 in 1990 to about 1,500 at end-1998. During the same period the number of bank employees was also roughly halved, from 50,000 to 25,000. Total employment in the banking sector is still declining, albeit at a slower pace than in the early 1990s. Due to the reductions in branches, bank branches per capita in Finland have dropped from above the euro-area average to substantially below it. The ratio however is still slightly above those eg for Sweden and the United States.
During the last few years the pace of branch network downsizing has slowed. Is the peak phase of downsizing already over, or will the rise of internetand mobile phone-enabled banking and other non-location-specific services lead to a new scale shift in branch density?
$70 QHWZRUNV
Another method of providing certain banking services is via ATMs. Like bank branches, ATMs can only be used to provide services in fixed locations. Figure 28 in appendix 3 displays the number of ATMs in several European countries in 1990 and 1998. As can be seen, throughout Europe ATM densities increased substantially in the 1990s.
Developments in Finland over the last few years have differed from those in most other countries. As can be seen from figure 29 in Appendix 3, during the 1990s the amount of ATMs rose rapidly, but this trend has been reversed. The number of giro ATMs peaked in 1997, at nearly 2500, and has since declined slightly. Banks have prompted customers to use the new substitute services, which include Internet banking agreements with customers and new Internet-based payment terminals installed in place of giro ATMs.
In cash ATMs the trend reversal has been more pronounced, as the cash ATM network peaked in size already in the early 1990s and has since declined substantially. From the peak of 3000 ATMs in 1993, the number declined to about 2,100 in 1999, as banks reduced the overlaping of ATM networks as well as the number of bank branches. Downsizing of the ATM network is likely to continue for some time yet. Automatia (owner and operator of the biggest ATM network) is planning to renew only 1,500 of 1,900 currently operating ATMs. Automatia is owned by the largest banking groups, a fact that might partly explain the downsizing and efficiency in Finland compared to other countries.
Technological Developments
Arguably the most significant technological development during the last few years is the rise of the Internet, which is viewed by banks as both a threat and an opportunity. Some have predicted that the rise of Internet will lead to a rapid increase in the number of solely internet-based start-ups, also in the area of banking services. This is due eg to significantly reduced entry costs, as less physical investment is needed. It has even been claimed at times that the days of 'ordinary' banks are numbered. The potential impact of the Internet has been recently discussed eg by Koskenkylä (2000) and Llewellyn (2000) . According to Llewellyn, for banking the basic nature of the Internet implies significant changes in two areas: provision of information and delivery of financial products. This is due to the basic nature of the Internet:
−
The marginal cost of transaction is close to zero − Distance between consumer and supplier may become virtually meaningless − Searching costs for the consumer with respect to services and pricing of services are significantly reduced − Switching costs are likely to be reduced − The necessity of having an extensive branch network is reduced.
The world-wide trend has been the rapid increase of Internet-based banking services. For example, according to a report on online banking, the number of US banks offering Internet services increased from one in 1995 to 3,000 at mid-2000. According to the same report, some 11 million Americans use Internet banking services at least to some extent. However, despite this rapid growth in the provision of Internet banking services, not all banks have yet taken initiatives in this direction. In the United States over 7,000 of some 10,000 FDIC-insured depository institutions have yet to offer any online services. Even of the top 100 bank holding companies, 40 % only have 'brochureware' Internet sites, ie sites that function mainly as information sources for customers but offer few other services (TowerGroup Research). In Finland the scaling down of banks' branch networks has reduced the availability of services tied to a fixed location, ie face-to-face services. To compensate, banks have been active in promoting the use of other, self-service-based methods, notably Internet banking. The self-service technology has long roots in Finland. Phone-based home banking was introduced in 1982, PC banking (home computer plus modem) in 1984, giro ATMs in 1989, Internet-based banking and mobile phone banking (SMS ie text-message-based) in 1996, and WAP-phone banking in 1999.
All banks offer Internet banking services, and already now virtually all banking services can be used via the Internet without visiting a physical bank branch. Due eg to convenience and pricing incentives, the use of these Internet services has expanded rapidly. Currently over a third of all banking customers in Finland have Internet banking agreements and about half of these use the Internet as their main channel for executing banking transactions.
A notable feature in the Finnish situation is the ability of established banks to maintain their positions despite the advances in Internet technology. In fact, as of mid-2000, not a single solely internet-based bank has emerged in Finland (although there are a number of solely net-based stockbrokerages). Thus develop-ments in Finland have been somewhat different from those in several other countries, notably the United Kingdom and United States, where a number of purely Internet-based banks have emerged. However, even in those countries traditional banks have been able to a large extent to maintain their positions and new startups have been unable to capture significant slices of market share.
Advancements in mobile phone technology have enabled the development of wireless banking services. The three largest Finnish banks already offer WAP banking services. The same services that are available via the Internet either are or will be available via WAP phones in the near future. Unfortunately, data on the use of these services is scarce. Some of the earlier, text-message-based mobile phone banking services (available since 1996) have been popular, especially the balance check service, but banks have not released any exact figures on the actual use of the new WAP services.
1HZ 7\SHV RI VHUYLFHV DQG FKDQQHOV The technology related to Internet services continues to develop. Some banks have recently adopted PKI (Public Key Infrastructure) technology to form a new security architecture for Internet banking services. For WAP services, standardized security solutions are still under development. Banks have, at least partly for security reasons, been using their own gateways to WAP and Internet services. However, in the future the role of internet portals as critical links between access devises (eg computers and internet-enabled mobile phones) and financial service providers is likely to be enhanced. Portals typically offer users access to a wide variety of services. Typically, most of these services are actually provided by companies other than the company that manages the portal itself.
In several countries, the companies associated with portals are already developing strategic relationships with financial service companies. An example of this is the cooperation of Yahoo, one of the best known and most widely used Internet portals, with Bank of East Asia. These developments are taking place also in Finland. Sonera Plaza, the Internet portal of Sonera, has publicly announced its intention to start providing financial services that will complement the current array of services. As a first step Sonera Plaza announced plans to launch an 'internet account' at the start of 2001. The basic idea is that Sonera Plaza accumulates funds from an individual investor and deposits the whole amount in a conventional bank. Due to lower costs and larger amounts deposited, Sonera Plaza is able to offer a higher interest rate. The actual account management will be bought from some established bank. Currently these matters are under discussion with the banks, but as yet there have been no announcements of agreements.
In the future the banks may face increased competitive pressures also due to the emergence of so-called aggregator service providers. Aggregator service providers are companies (software programmes) that help customers eg to compare the prices of different financial services. They importance of aggregators lies in the fact that they reduce searching costs for individual customers, and thus help them to find the most attractive services.
There are several financial aggregator service providers around the world, eg InsuranceCity, which operates in Germany. So far there are no financial aggregator service companies in Finland, but there are several non-financial aggregator services already available. An example of these, and of the operating principle of an aggregator service, can be found eg in SoneraPlaza, which provides a service that aids in searching for the cheapest petrol prices in several Finnish areas.
Concluding Remarks and Future Prospects
In terms of the consolidation trend, the Finnish banking sector is among the leaders in Europe. The emphasis of structural development has changed to crossborder banking and bankassurance. On the other hand, it turns out that it is quite difficult to track some of the trends that are believed to characterize European banking sectors from the Finnish data. For instance, disintermediation has thus far been modest in Finland, as the role of banks as providers of financing to households and companies is still significant and shows no significant signs of diminishing. In fact, asset management and life insurance activities have increased banks overall market share in financial services. Tighter competition does not seem to be hurting Finnish banks' profitability, which was at a record high in 1999. The Finnish banks have fully recovered from the banking crisis of the early 1990s. Improvements in profitability are largely due to rationalization and enhanced efficiency as well as the recent favourable economic performance. It is likely that Finnish banks will continue to achieve strong profitability over the near horizon, provided that the favourable economic situation continues and that banks can eg take the advantage of rising interest rates, which have recently had a positive impact on their net interest margin.
On the other hand savings disintermediation is likely continue. The banks will therefore become increasingly dependent on market funding. Moreover, the abolishing of tax exemption on deposits is likely to undermine Finnish banks' ability to attract deposits at presently prevailing deposit interest rate levels. Thus there is room for deposit competition, which could undermine bank profitability. Loan spreads are already highly competitive. The long period of declining expenses in the banking sector is about to end, since the major reductions in the branch networks have probably been already realized and since the banks are in great need of highly skilled employees in order to get on the bandwagon to the world of the Internet and the mobile phone.
The long-run effect of technology on bank profitability is ambiguous. On the one hand, technological progress has enabled reductions in location-specific distribution channels (eg ATMs and branches) by enabling banks to offer alternative, cheaper channels for services and has helped to reduce costs of creating new services. However, technological progress also lowers entry barriers and increases competition, which will in turn reduce the banks' ability to maintain current levels of interest rate margins and service fees. Rising interest rates widened banks' margins, which led to an increase in net interest income. The largest banks reported increased incidental incomes due to transactions connected with ownership arrangements for the insurance company Pohjola. Banks' operating expenses increased by over 10 % p.a. Loan losses remained at a very low level. Non-performing loans increased slightly. Despite an increase in expenses, banks' efficiency measured by the cost-to-income ratio increased to a level that is among the best in Europe. Credit growth receded to a modest level as interest rates rose. Deposits grew despite the abolishment of tax exemption for de-posits at the start of June. The nature of domestic banking is continually changing. Online banking continued to grow, and banks offered a constantly expanding assortment of online banking services. Also mobile banking applications have been launched. On the other hand, especially small banks increased their physical presence in growth centres by expanding branch networks. Bank competition is intensifying too. Both Merita and Leonia have lost market share to cooperative banks and small local banks. Operating profit for Nordic Baltic Holding increased 29 % to EUR 1.4 billion. Return on equity was 18.6 %. Operating profit for Merita Bank was EUR 0.5 billion. Net interest income rose by 8 % (18 % for operations in Finland). Trading profits turned positive, amounting to EUR 236 million. Fee and commission income rose 42 % to EUR 761 million. Loan losses decreased further to EUR 37 million, and the amount of non-performing loans decreased to EUR 0.7 billion. Nevertheless non-performing loans increased in Finland. Expenses for the group increased 10 %, mainly due to personnel costs. Credit growth was about 10 % p.a. Deposits increased at 3 % pace. Merita's market shares in both loans and deposits decreased in Finland. Capital adequacy remained good at 10.8 %. Growth in online banking continued strong. At the end of June the group had 140,000 online equity trading customers.
Operating profit for Leonia tripled to EUR 0.4 billion. The share of Pohjolarelated profit was EUR 0.24 billion. Return on equity was 33.8 %. Excluding items affecting comparability, Leonia's operating profit was EUR 147 million, which was double that of last year. Return on equity was 12.5 %. Net interest in-come rose by 10 %. Trading income increased from the zero level of last year to EUR 60 million. Profitability in equity trading remained good. Fee and commission income increased by only 3 % p.a. Other income declined substantially. The bank's efficiency level was good, the cost-to-income ratio being 39 % (65 % excl. Pohjola-effect). Administrative expenses increased by 4 %, although the bank managed to cut other costs. Loan losses increased slightly but remained at a low level. Non-performing assets decreased further, to EUR 65 million. Credit growth was only on the 2 % level, and deposits declined by 8 %. The decline in deposits was based on termination of cooperation between Leonia Bank and the postal service, which led to a loss of 30,000 customers for Leonia. The group's capital adequacy remained good at 12.6 % (11.4 % excl. Pohjola). About 80 % of retail equity customers trade online.
Operating profit for the group of cooperative banks rose by 70 % to EUR 0.4 billion. Return on equity was 31.4 %. Net interest income increased by 11 % and fee and commission income by 35 %. Contrary to other banks, trading income decreased 65 % to EUR 5 million. Other income also declined. The group's operating expenses increased 4 %, mainly in connection with personnel expenses. Loan losses decreased to zero and non-performing loans increased by 20 % to EUR 0.2 billion. Efficiency increased, and the cost-to-income ratio decreased to 42. Cooperative banks face declining credit growth; the outstanding amount of credit increased by 12 %. Deposits increased 4 % while capital adequacy improved to 12.9 %. The group of cooperative banks has a strategic 9.4 % ownership share in the insurance company Pohjola. In June 55 % of all equity transactions in the group were made via online connections.
Operating profit for the small banking groups totalled EUR 0.1 billion. Return on equity was slightly over 20 %. Incomes increased faster than for the largest banking groups, as loans and deposits grew faster than the average. Small banks managed to gain customers from larger banks. 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 0 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 Sources: Financial Supervision Authority and Bank of Finland. 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 Stock of bank deposits 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 Cash dispensing ATMs Giro ATMs 
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